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General Business Conditions 





HE business news of recent weeks has 

been mixed, indicating on balance 

neither acceleration nor reversal of the 

mild downward trend. Renewed de- 

cline in manufacturers’ new order in- 
flow, and some further increase in unemploy- 
ment, provide evidence of continued weakness, 
but contrasting indications of resiliency are found 
in the good showing of personal income, retail 
sales, and construction contracts. The 1961 auto- 
mobile models have had an encouraging initial re- 
ception. The flow of new orders to manufacturers 
was stimulated earlier this fall by increased de- 
fense procurement, but business buying policies 
remain cautious. Businessmen in general appear 
basically confident but not inclined toward either 
expansion or marked curtailment of activity; a 
wait-and-see attitude toward new capital invest- 
ment is evident in recent survey findings that cur- 
rent plans for plant and equipment expenditures 
in 1961 are only 3 per cent below the 1960 level. 





CONTENTS 


General Business Conditions 


Implications of a Growing Labor Force 
¢ Basic Shifts in Output * Outlook for 
Durables 


Lagging Profits and Lagging Growth 


Postwar Downtrend + Corporate Fund 
Raising, 1947-59 * Problems of Cost ° 
The Challenge of th. Sixties 


Our International Balance Sheet 


Short-Term Liabilities * Long-Term Pri- 
vate Investments *¢ S. Government 
Transfers Abroad * A Program of Action 


The Fringe on Top — Overseas 
Paying for Social Security * Higher and 
Higher 











New York, December 1960 


The cautious approach toward forward plan- 
ning and current purchasing, despite a predomi- 
nance of opinion that the decline will be rela- 
tively shallow and brief, may partly reflect the 
disappointments suffered when predictions of 
booming sales and profits in 1960 went wrong. 
There is also considerable uncertainty and a 
growing awareness that the ground rules are 
somewhat different this time. As Secretary of 
the Treasury Anderson remarked at the recent 
World Bank and Fund meetings: “. . . the eco- 
nomic environment of 1960 is a new environ- 
ment. After almost twenty years of recurrent in- 
flationary pressures, it is understandable that a 
free economy would have to undergo some deep- 
seated adjustments once appropriate fiscal and 
monetary policies had struck down both the fear 
and the fact of inflation.” 

Additional considerations contribute to the re- 
strained mood. Never before in the postwar 
period have balance-of-payment considerations 
so limited the use of monetary and fiscal policies 
to combat recession or promote growth. Nor are 
the uncertainties accompanying the change in 
national Administration conducive to early aban- 
donment of the wait-and-see attitude by business, 
The decisions which the new Administration 
must make on defense, unemployment, tax re- 
form, and numerous other fiscal and economic 
problems are big question marks, 


Implications of a Growing Labor Force 

The implications of even a sidewise or mod- 
erately downward drift in the economy over an 
extended period have been illustrated by the Oc- 
tober labor force figures. Including the armed 
forces, 70 million persons had jobs, more than 
in any previous October. Nevertheless, business 
during 1960 has not provided enough new em- 
ployment opportunities to absorb the growth in 
the labor force. Expressed as a seasonally ad- 
justed percentage of the civilian labor force, un- 
employment averaged 5.1 per cent during the 
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first half, rose to 5.7 per cent in the third quar- 
ter, and reached 6.4 per cent in October, the 
highest rate since late 1958. 


Altogether, 3.6 million persons were reported 
as out of work in October, an increasing share 
of them unemployed for 15 weeks or more. As 
outdoor work declines, unemployment ordinarily 
rises during the winter months, and an increase 
of no more than the usual seasonal proportions 
would boost the number out of work roughly 
1% million by January or February 1961. Thus, 
the new Administration is likely to find more than 
5 million unemployed at the time it takes office. 
This, however, would be a seasonal peak, norm- 
ally followed during the spring months by a de- 
cline in the figures. 


Basic Shifts in Output 


The seeming paradox of record employment 
and rising unemployment is explained by the 
rolling readjustment which business has been 
undergoing. The ability of the economy to main- 
tain a high over-all rate of activity while certain 
lines experienced deep adjustments has been a 
distinguishing feature of the postwar period. A 
fresh insight into some of these crosscurrents was 
provided in the November Survey of Current 
Business which published for the first time quar- 
terly figures, 1947 to date, on gross national 
product by major type of product. These fig- 
ures divide the total national output into durable 
and nondurable goods, services, and construc- 
tion, instead of the more familiar divisions of 
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consumer, business, and government purchases. 
The adjustment of each major component for 
price changes facilitates comparison of the esti- 
mated physical volumes of activity. 


As the accompanying chart shows, the strong 
and steady growth of services has been an out- 
standing feature of the economy in recent years. 
During the period 1929-55, the demand for ser- 
vices of all types increased at the same average 
rate as the economy generally; in 1955-59, how- 
ever, services advanced at nearly double the 
over-all rate, rising an average of 3.9 per cent 
per year against 2.2 per cent for gross national 
product. Both consumer and government serv- 
ices have been expanding, with the growth of de- 
mands for housing, education, travel, and med- 
ical care. 


Nondurable goods output has risen at about the 
same average rate as gross product, both over 
the long run, 1929-59, and in recent years. The 
needs of a growing population for food, clothing, 
and fuel have helped maintain a steady growth 
in nondurables, and with only minor fluctuations. 


Thus, output of nondurable goods and services, 
comprising over two thirds of total gross national 
product, has moved steadily upward with little 
interruption. This helps to explain the mildness 
of postwar recessions. In effect, the overwhelming 
share of recession cutbacks in the postwar period 
has been concentrated in the durable goods sec- 
tor, as indicated in the following table: 


Behavior of Major GNP Components 
in Postwar Recessions 
(Basie data in constant 1954 dollars) 
Per eent change, peak to trough 








Gross 
national Durable Nondurable Construc- 
Period product goods goods Services tion 
1948-49 . —2.4 —11.9 —4.3 —0.2 —2.8 
1953-54 —.. —8.7 —15.7 —8.3 —0.2 —0.3 
1957-58 —. —4.7 —20.8 —2.8 —0.4 —2.7 
1960* .., —0.9 — 8.2 —1,1 0.0 —4.2T 





*Through third quarter 1960. tFrom peak in 1959. 


The wide swings in durable goods activity are 
well known, and reflect the buying waves and in- 
ventory adjustments characteristic of all levels of 
durable goods markets. An equally striking fea- 
ture of the chart is the lack of any strong growth 
trend in durable goods and construction over the 
past five years. This is a key sector for creating 
more jobs and income. If the economy is to grow 
rapidly, the heavy industries must lead the ~~ 
Growth in gross national product which is largely 
confined to nondurable goods and services, no 
matter what percentage rates are achieved, will 
not permit balanced development of the nation’s 
strength or productive capacity. 
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Outlook for Durables 

In the year ahead, activity will reflect the in- 
teraction of the generally stable demand for non- 
durable goods and services and the adjustments 
already under way in durable goods and con- 
struction. Recent surveys and forecasts indicate 
that such adjustments, and thus any over-all con- 
traction, are expected to be moderate. 


The semiannual McGraw-Hill survey of plant 
and equipment expenditures notes that business- 
men are planning to maintain capital expendi- 
tures in 1961 only 3 per cent below the 1960 
level. Such plans, of course, are subject to re- 
vision; 1960 outlays are now 5 per cent below 
April anticipations. Even if actual outlays fall 
short of the $35.1 billion now anticipated for 
1961, the degree of confidence displayed in these 
preliminary plans is encouraging. 


Total construction expenditures in 1961 are 
estimated by the U.S. Department of Commerce 
at $57.8 billion, a 4 per cent gain over the $55.1 
billion expected this year. The Department an- 
ticipates continued increases in work on office 
buildings, schools, gas pipelines, waterworks, and 
most other types of public and private structures. 
Highway outlays, which declined in 1960, are 
scheduled to rise. The homebuilding industry 
is expected to pick up modestly after its decline 
this year; a total of 1,350,000 new dwelling units 
is expected to be started in 1961, compared with 
about 1,800,000 this year and 1,553,500 in 1959. 
Two private agencies, F. W. Dodge Corporation 
and Engineering News-Record, also forecast that 
1961 will be a good year for construction. 

Government expenditures on defense materiel 
and other durable goods may increase next year 
in line with the increased contract awards noted 
earlier. At the consumer level, appliance sales 
and production have been lagging, but the 1961 
model cars have met with a favorable response. 
Dealers’ sales of domestic cars, both ‘60s and 
61s, totaled 540,000 in October, better than any 
previous October including that in record-break- 
ing 1955. In the first 20 days of November, sales 
also kept ahead of the corresponding 1955 period. 


Lagging Profits and Lagging Growth 


Broad agreement emerged out of the presiden- 
tial election campaign that the United States, 
while concerned with economic development 
abroad, needs also to give attention to its own 
progress. We must develop our production in 
order to support our vital interes‘s in the world, 
maintain our military strength, and meet the 
needs of a growing population. But all the dis- 
cussion about faster growth, high national pur- 
pose, and better living standards will get us 








nowhere if we ignore the practical financial re- 
quirements of our free enterprise economy. 

As our society is set up, we depend on pri- 
vate profit-seeking enterprise, mainly organized 
in the corporate form, to provide most of the 
jobs, most of the productive investment, and 
most of the tax revenues. There is sometimes a 
tendency to regard profits as something evil. But 
we cannot get along without them and still re- 
main solvent and progressive. 

Every intelligent citizen recognizes the need 
for profit out of his own endeavors, And, as 
Samuel Gompers, then president of the AFL, re- 
marked many years ago, “the worst crime against 
working people is a company which fails to: 
operate at a profit.” When most companies have 
trouble covering their expenses with something 
to spare, we naturally have a shrinkage in job 
opportunities and wastage of manpower in in- 
voluntary idleness; government, which relies on 
profitable enterprise for revenues, plunges into 
a sea of red ink. 

This year we have reached new peaks of total 
employment and production. But profits are not 
setting records. This fact explains our failure 
to attain even higher levels of employment and 
production during 1960. Better profits are needed 
for a greater economic performance. There is no 
such thing as “profitless prosperity.” 

The clearest portents of oncoming business 
downturn have appeared in profit margins, 
which have been shrinking, quarter by quarter, 
during the course of 1960. 

Deterioration of corporate earnings is a critical 
matter because it strikes at the very heart of our 
economic system. Profits are the motive force 
for enterprise and risk-taking; they ase both 
symbol and substance of what makes our pro- 
ductive machinery go. Earnings from enterprise 
must be maintained at reasonable levels if we 
are to retain our forward momentum. The more 
we permit the profit share to shrink, the smaller 
the progress we are likely to make. 


Postwar Downtrend 


The disappointing performance of corporate 
profits has led the Treasury Department to re- 
vise downward its estimate of corporate income 
tax revenues for the current fiscal year from 
$23.5 billion to $21.5 billion. Even this lowered 
figure may be unduly optimistic. 

Total corporate earnings after tax this year 
may approach the 1959 level of $23.8 billion. 
This is a lot of money. But it is no higher than 
the previous peaks of 1950-51 and 1955-56. In 
other words, profits have not kept up with the 
growth of the economy. This becomes clearly 
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Source: Federal Trade Commission and Securities and Exchange 
Commission; U.S. Department of Commerce; 1960 estimated 
from FNCB data for first three quarters. 








apparent when profits after tax are figured as 
percentages of sales, invested capital, or national 
income. The gradual erosion of corporate earn- 
ing power is shown in the chart. 

In the early postwar years (1947-50), manu- 
facturing corporations earned an average of 
about 6.6 cents out of every dollar of sales. But 
rising costs and higher taxes have caused a 
downward drift over the years with the result 
that the profit margin on sales averaged less than 
5 cents in the last four years (1956-59). Our 
compilation of first nine months’ earnings for a 
sample of larger manufacturing corporations in- 
dicates, as the chart shows, renewed slippage 
after the abbreviated recovery in 1959. 

When measured against equity capital in man- 
ufacturing, the shrinkage has been equally 
severe: return on net worth averaged 14.6 per 
cent in the early postwar years, 1947-50. The 
average for 1956-59 works out to 10.3 per cent. 
Again, indications point to a downturn for 1960. 

A similar erosion of profits has taken place 
among corporations generally. This is reflected 
in the shrinking share of profits as a proportion 
of total income produced by corporations.* After 
averaging better than 15 cents per dollar of cor- 
porate national income in the early postwar 
years, the profit share has remained depressed 
in recent years at around ten cents per dollar of 
corporate income produced. Here again a de- 
cline is shaping up for 1960. 

One result of a pinch on profits is a pinch on 
job opportunities provided by the private sector 
of the economy. Another —directly related to 
*Corporate national income represents net income originating in 


corporate business in the form of wages, profits, and interest, 
inclusive of income taxes, but excluding excises and other in- 
cirect taxes. 


economic progress — is a pinch on funds to pay 
for new machinery and equipment required to 
keep the country moving ahead and improving 
on past performance. This year, reacting to dis- 
appointments over business done and profits 
made, business firms have lowered their sights 
on capital spending plans. 


Corporate Fund Raising, 1947-59 


As a bench mark for appraising the — 
of corporations in financing a more rapidly grow- 
ing economy in the decade ahead, an obvious 
starting point is an evaluation of the postwar 
record, 1947-59, as set out in the table. With all 
the complaints of inadequate economic growth, 
the massive sum of $300 billion was expended 
by U.S. corporations on plant and equipment 
and a further $168 billion was needed to cover 
increased working capital requirements. 


Where did all this money come from? Borrow- 
ings, on bond issues or from banks or other 
lenders, aggregated $149 billion and matched 
most of the needs for additions to working capi- 
tal. The bulk of plant and equipment outlays 
was covered by so-called internal financing: 
depreciation allowances, intended to recover 
past investment over the useful life of plant and 
machinery, and retained earnings. These sources 
provided $287 billion, equivalent to 96 per cent 
of plant and equipment outlays. 


With this money, business has been enabled 
since World War II to rebuild and modernize 
our industrial plant, create more jobs, and pay 
by far the highest wages in the world. Internal 
financing has been vitally important, and not 
only here but abroad where progress-minded 
governments have been more liberal with depre- 
ciation allowances.* 

Yet we have some critics who would tighten 
up on internal financing by American industry. 
Walter P. Reuther, vice-president of the AFL- 


*See “Depreciation Allowances Here and Abroad” in the Sep- 
tember issue of this Letter. 





Sources and Uses of Corporate Capital, 1947-59 
(Thirteen-Year Totals) 


Sources Billions 


Depreciation $164.8 
Retained Earnings — ~~. ... 121.9 


Per Cent 





Internal Sources ...................._ 286.7 
New Stock Issues ——...................... 82.7 
Ramesses TO hci 12.6 
Ghort-Corm DOG nice 76.6 

Total $468.6 


Uses 
Plant and Equipment Outlays... $300.2 
Inventory Growth nnn 47.2 
Other Working Capital Growth... 121.2 
Total $468.6 


Souree: U.S. Department of Commerce, 
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CIO, has attacked internal financing as “extort- 
ing” money from consumers and has called de- 
preciation allowances a “private tax” on cus- 
tomers. By this approach, wages and any other 
sort of business expense could be construed as 
a form of taxation, But this is to use the word 
taxation in an improper sense. There is no one 
but the consumer to reimburse industry for the 
wages of the workman, the expenses of mate- 
rials, and the costs of machinery and equipment. 
Anyone who hires someone to paint ‘his house 
should “e to pay not only for labor and 
materials but also for brushes worn out and 
the use of equipment. If the painter decides to 
save some of his profit to buy safer and lighter 
ladders, that is his business and the most con- 
structive use he could make of profits realized. 
Something real is added to the national wealth. 

Sometimes the idea is expressed that corpora- 
tions should finance ioneasalons to a greater ex- 
tent by sales of additional stocks and bonds. 
But the practical fact is that retention of earn- 
ings or “corporate saving” is the simplest, cheap- 
est, and most natural way to build a business 
and enlarge the base of the equity investment. 
Corporations, as noted, do borrow in large 
amounts, in the bond market as well as through 
banks and other channels. But any company that 
wants to do too much borrowing finds itself 
under the discipline of the money market; it 
finds its credit deteriorating and experiences in- 
creasing borrowing costs and difficulties. 

The truth is that without internal financing 
through the plowback of earnings and deprecia- 
tion — our industrial machinery would 
soon run down and come to a stop. Depreciation 
allowances, if properly calculated, merely record 
the current costs of obsolescence and wear and 
tear on capital equipment used in production; 
over the years they provide funds for replace- 
ment. Since World War II, however, inflation 
and the increasing rate of obsolescence in indus- 
try have caused tax allowances for depreciation 
to fall far short of the amounts needed to finance 
replacement of worn-out and outmoded plant 
and machinery. Corporations have had to use 
retained earnings to pour in billions of dollars 
each year simply to make up for the inadequacy 
of depreciation. In other words, since deprecia- 
tion allowances have been too little, corporate 
profits have been overstated and effective tax 
rates borne by industry have been higher than 
the rate schedule suggests. 


Problems of Cest 


We need to have in the aggregate enough 
— to expand job opportunities and — 


ows of investment funds and tax revenues. We 


ae 


should not want excessive profits that invite 
greedy speculation and distort investment de- 
cisions. But of this there is little present danger. 

Some critics have made the accusation that 
American industry, through “administered pric- 
ing,” has been pong excessive profits. The 
postwar record does not bear this out. Rather it 
shows the economy becoming more sharply 
competitive. 

Increasing competitiveness of markets helps 
account for the steadying out of broad price in- 
dexes and the cost of living. This is good. But it 
is not so good that costs of business operation 
tend ever to rise and create practical needs for 

ice increases which competitive conditions 

y- In these circumstances, with employment 
opportunities reduced by the pinch on profit 
margins, government gets drawn into inflationary 
spending-lending policies, pumping out more 
money to make price increases possible. But this 
line of policy is inconsistent with maintenance 
of our competitive power abroad and the devel- 
opment of exports in sufficient volume to cover 
our vast overseas commitments. 

The central problem thus becomes one of re- 
straining cost pressures. Among these the most 
intractable are labor costs and taxes. 

Labor leaders have a special responsibility 
for seeing that our industries make greater prog- 
ress in coming years. Trade unions today have 
such a vital influence over the economy that the 
late Sumner H. Slichter of Harvard called ours 
a “laboristic economy.” 

In exercising their power in collective bargain- 
ing, union leaders, as well as managements, must 
face up to the fact that prices can no longer be 
raised each time that big wage raises are nego- 
tiated. They must recognize that they defeat 
their own cause when they demand pay in- 
creases that outrun gains in efficiency and wipe 
out profitable return on new investment. Man- 
agement can only find the money to pay higher 
wages as costs are reduced through improved 
productivity. If cost reductions from expensive 
new equipment are not obtained, there is less 
incentive and less money to make new invest- 
ments. The result is loss of jobs and income. 

This is recognized by A. J. Hayes, president 
of the International Association of Machinists: 


We have no desire to destroy our own jobs. Em- 
ployers want profits and production. We want 
wages and employment opportunities. Our aims 
and objectives must, therefore, be compatible. We 
know that if we adopt policies harmful to our 
employers, we are certain to hurt ourselves. 


The Challenge of the Sixties 


Even the best efforts of employe and employer 
cannot be enough unless government provides 
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leadership in recognizing the necessities for fiscal 
policies which are at once forward-looking and 
oe poe If government expenditures can be 

eld under restraint while tax reforms are devel- 
oped to stimulate creative enterprise, the Sixties 
can be a decade of unmatched progress. 

Shortage of savings for equity investment must 
not become a critical bottieneck limiting our 
economic advance. Scientific and technicai break- 
throughs now being made in many fields suggest 
that the coming years will offer tremendous op- 
portunities to increase our productivity and ac- 
celerate our industria] growth. New develop- 
ments in automation, atomic energy, fuel cells, 
space exploration, electronics, and other areas 
can lead to spectacular advances in our economy. 
To make use of the new technologies—to go 
ahead faster — we will need to invest ever larger 
sums in costly plant and equipment. In compari- 
son with $300 billion needed over the 13 years 
1947-59, the figure for the decade ahead could 
range well above $500 billion. 

Financing capital investment poses a practical! 
problem in any type of society. In Russia sales 
or “turnover” taxes are used to hold down con. 
sumption and develop revenues that can be ap 
plied to investment programs. Premier Khrush- 
chev, faced last year with the complaints of 
Soviet citizens about high prices, told them that: 

Of course it is possible to lower prices on pro- 
ducts ecklessly, but then where would we get the 
funds to develop the national ecoromy further? 

Do you think God will send us new plants, fac- 

tories and power plants? If we lower prices with- 

out considering the real possibilities or raise wages 
without taking anything into account, will this 
contribute to the development of our national 
economy? Of course not. We woud then spend our 
accumulations, would not obtain new accumula- 


tions, and would not be able to build such large 
power plants. . . 


The United States faces undoubted challenges 
in the world today, and not alone from Soviet 
Russia but from nations whose achievements 
are all the more admirable because they are 
founded on our traditional principles of personal 
liberty and individual initiative. To go ahead 
and keep ahead, American industry must be en- 
couraged and expected to develop bigger profits. 
These will be needed to provide more and more 
jobs, tax revenues for government, and capital 
investment for progress. If past experience is a 
safe guide, everyone can and will share in the 
dividends of progress. 


Our International Balance Sheet 


As this Letter has repeatedly noted, U.S. cash 
military expenditures abroad, together with mili- 
tary and economic aid, add up to more than the 
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United States can afford in terms of its merchan- 
dise surplus and other transactions that bring a 
return flow of dollars.” On November 16, Presi- 
dent Eisenhower issued directives to federal de- 
partments and agencies to help cut the deficit. 
Senator Kennedy. now President-elect, in a state- 
ment made on October 30, also recognized the 
urgent need for rectifying our balance-of-pay- 
ments position. 


Our international financial position, while not 
as dominating as ten or fifteen years ago, remains 
strong enough to give time for needed policy 
adjustments. To show the position as a whole, 
we have drawn up a balance sheet listing our 
international assets and liabilities. 


All such data of international assets and lia- 
bilities are, of course, imperfect because they 
rely very heavily on educated guesswork by 
statisticians. The U.S. Treasury has monthly 
data on short-term assets and liabilities of for- 
eigners, reported by banks engaged in foreiga 
business. For 1950, and again for 1957, the Office 
of Business Economics of the U.S. Department 
of Commerce took a census of American direct 
investments abroad, seeking data from a broad 
range of business concerns, including banks; the 
summary of results of the latest census has just 
now become available. Equivalently comprehen- 


*For the latest of the series of our articles, see “The Dollar in 
the World Today” in the November 1960 Letter. 





International Assets and Liabilities of the 
United States 
(In Billions of Dollars) 
End of: 1939 1946 
SHORT-TERM ASSETS AND LIABILITIES 


$0.6 
0.6 


Short-term assets 
Private claims 
U.S. Government claims 

Short-term liabilities 
Private obligations 2.20 
U.S. Government obligations: 

To foreign countries 
To international bodies 

Excess of short-term liabilities 

over short-term assets* 2.7 


MONETARY GOLD 17.6 


LONG-TERM ASSETS AND LIABILITIES 
Long-term assets ae TORS 
Private investments: 
Direct 
Portfolio 
U.S. Government: 
Credits to foreign countries... 
Subscriptions to international 
bodies 
Long-term liabilities 
Private investments: 
Direct 
Portfolio cepa tins 
U.S. Government bonds and notes 
Held by foreign countries... 
Held by international] bodies. 
Excess of long-term assets 
over long-term liabilities 


18.2 
19.5 


58.6 


29.7 
11.4 


12.7 


4.8 
18.8 


5.2 
11.4 


7.0 
3.8 














; 1.5 

0.7 
4.5 9.9 39.9 
*Excluding U.S. Government short-term claims, the bulk of 
which is in foreign currencies. 


Note: World War I debts excluded. Columns may not add to 
totals because of rounding. 
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sive and up-to-date information is not available 
on direct investments by foreigners in the United 
States. One census was taken in 1941; another, 
for 1959, is under way. 


The Office of Business Economics, drawing on 
all available sources, including recorded capital 
movements, works up annual totals of assets 
abroad and foreign-owned assets in the U.S. The 
table is derived from these official data as revised 
on the kasis of the latest census of American 
direct investments abroad. 


Short-Term Liabilities 


People who speak in terms of a “dollar crisis” 
often cite the fact that the U.S. gold stock, at 
$17.9 billion on November 80, has slipped below 
total short-term dollar holdings reported by 
banks in the United States for account of for- 
eigners and international institutions, which ex- 
ceed $21 billion. This, however, is not the whole 
story. 


Only the official holdings of foreign govern- 
ments and central banks are technically con- 
vertible into gold. These official holdings can be, 
and no doubt recently have been, enlarged ‘y 
private sales of dollars against European cur- 
rencies. Nevertheless, it must be recognized that 
foreigners need large working balances in dollars 
to conduct day-to-day business and meet pres- 
ent or prospective dollar requirements. Dol- 
lars are kept here also for convenience and safety 
or to earn an interest return.* The dollars held 
by international financial bodies are specifically 
held in reserve for lending. 


It is often forgotten that American banks, 
business firms, and individuals hold short-term 
claims on foreigners. Among these are short-term 
investments and interest-bearing deposits car- 
ried abroad and considerably enlarged this year 
because of better interest returns in London and 
other centers. Private short-term claims abroad 
were estimated at $3.6 billion as of the end of 
1959, and since then have no doubt grown well 
beyond $4 billion. 


The U.S. Government, too, has sizable short- 
term claims on other governments — $2.4 billion 
at the end of 1959. These, however, are not for 
the most part repayable in dollars but rather in 
foreign currencies which have been accepted in 
payment for surplus agricultural commodities. 
(The Government has much larger claims of a 
long-term nature on foreign countries; during 
recent years some of these have been repaid in 
advance of maturity, as will be noted later.) 
*For a fuller description of foreign-held dollar balances, see 


“Interest Rates and the U.S. Gold Reserve” in the May 1960 
Letter. 


Leaving entirely aside the Government's 
claims, we find that, as in the foregoing table, 
our net short-term liabilities to foreigners and 
international institutions remained smaller at the 
end of 1959 than the U.S. Treasury's gold stock. 
Today, after the gold outflow since midyear and 
some further rise in foreign short-term dollar 
holdings, our net short-term liabilities abroad 
exceed our gold. 


Long-Term Private Investments 


This kind of comparison, however, overlooks 
the rising amount of U.S. long-term private in- 
vestments abroad — investments that generate a 
growing stream of dollar income and hence sup- 
port the balance of payments. By the most re- 
cent estimate, as of December 1959, U.S. long- 
term private investments abroad had reached $41 
billion; this was more than double foreign long- 
term investments here. 


Most recently, American private capital has 
been moving in growing amounts to Western 
Europe. There are excellent business reasons for 
this flow, including lower costs anticipated from 
larger scales of production in expanding mar- 
kets. 


Fears are expressed from time to time that 
foreign ownership of businesses may hurt the 
national interests of the capital-importing na- 
tions. Such apprehensions were voiced last month 
in the United Kingdom when an American auto 
company made a bid for the minority interest in 
its English subsidiary. Yet the fact remains that 
Europe stil] has more investments in the United 
States than the United States has in Europe. A 
number of major companies operating here are 
foreign-controlled. American stocks and bonds 
are widely held abroad and have been for gen- 
erations. The drift of events has been toward 
internationalizing operations of major compan- 
ies, spreading risks and also the benefits of know- 
how. A successful enterprise is an asset in any 
community, no matter who owns it — a source of 
employment and iax revenues as well as useful 
products. 

Of the $41 billion total of U.S. private long- 
term investments abroad, direct investments in 
foreign subsidiaries and branches stood at $30 
billion. These are book values; actual values may 
well be considerably larger. 


Year after year, business firms in the United 
States send new funds abroad for investment in 
oil production, mining, manufacturing, utilities, 
and trade — over $12 billion from 1956 through 
1960. These new funds are being augmented by 
$1 billion annually from earnings retained abroad. 
Surveys of capital programs of American cor- 
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porations show that direct investments abroad 
will increase further during 1961. 

While U.S. direct investments are larger and 
more prominently discussed, portfolio invest- 
ments, whether dollar bonds issued in our capital 
market by foreign nations or foreign corporate 
stocks, are also sizable. Since 1951, there has 
been a gradual increase in foreign bond issues in 
our market, at first by Canada and the World 
Bank, but more recently by Western European 
countries and Japan. Although foreign buyers 
take a large portion of new foreign dollar bonds, 
American holdings have risen substantially — 
from $2.2 billion in 1952 to $4.3 billion in 1959. 

Investors here have also purehased sizable 
amounts of foreign corporate stocks, in recent 
years especially those of Canada and Western 
Europe. By the end of 1959, Americans held 
$4.2 billion in foreign securities other than dollar 
bonds, and this year they have added further 
to their holdings. 

Included among portfolio investments in our 
balance sheet are loans by American commercial 
banks. These have risen in recent years partly 
because commercial banks have increased their 
participations in World Bank and Export-Import 
Bank loans to developing nations. 

Assets abroad are the source of substantial in- 
come to the United States. Remitted earnings 
from private investments exceed $2.5 billion a 
year and since 1958 have been greater than the 
outflow of new long-term private funds. This 
remitted income buttresses our balance of pay- 
ments. 


Remitted Income from U.S. Private Investments 
Abroad Compared with New Long-Term 
Private Investments 
(In Billions of Dollars) 


Remitted Income from: 

Direct Portfolie 
Investments Investments Total 
1951-55 ———. $ 8.0 ° $ 9.1 $ 4.6 
1956 2.1 ki 2.4 2.5 


New Private 


Long-Term 
Investments* 


1956-60¢ .-—— 11. . 13.1 
Grand Totalft — $19.0 5 $22.2 


*Excluding retained earnings. tData for 1960 estimated on the 
basis of figurea for first six months. 

Source: Derived from data published by U.S. Department of 
Commerce, 


On the other side of the balance sheet, long- 
term investments by foreigners in the United 
States stood, at the end of last year, close to 
$17 billion, an all-time high ‘eutailies reinvested 
earnings). In recent years, the inflow of capital 
for direct investment has been small. Purchases 
of U.S. corporate securities by European in- 
vestors, which are the main factor in foreign 
long-term capital inflows, have slowed this year. 
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U.S, Government Transfers Abroad 

The chief weakness in the U.S. balance of pay- 
ments is neither in our trade nor in our private 
capital account: it stems from the vast overseas 
expenditures of the U.S. Government. 

These ae — military outlays abroad, 
military and economic grants, and loans by the 
U.S. Treasury, the Export-Import Bank, etc. — 
have reached the staggering total of close to $110 
billion over the past fifteen years. 


Principal U.S. Government Foreign Expenditures 
(In Billions of Dollars) 


Cash Net 
Military Military Economic Capital 
Outlays 

1946-50 $ 2.9 
1951-55 11.2 


Grants Grants Outflow* 


1956 
1987 

1958 

1959 

1960+ 


1956-60t 15.7 . 
Total 1946-60t — $29.8 \. . $18.5 


*Loans to foreign countries and subscriptions to the International 
Monetary Fund, the World Bank, etc. tData for 1960 esti- 
mated on the basis of figures for the first six months. 


Source: Derived from data published by U.S. Department of 
Commeree. 


Of this total, more than four fifths has been 
in the form of cash military outlays abroad and 
military and economic grants. The bulk of the 
U.S. Government’s expenditures abroad has not 
led, therefore, to any accumulation of long-term 
claims on other countries. In fact, as our balance 
sheet shows, U.S. Government holdings of long- 
term obligations of foreign countries stood at say 
$13 billion (not counting World War I debts) in 
1959. Among these credits are the outstanding 
balance of the $3,750 million 50-year 2 per cent 
loan extended to the United Kingdom in 1946, 
Export-Import Bank loans, ete, 

Government loans repayable in dollars are 
constantly being extended to foreign countries 
through the Export-Import Bank as well as under 
Mutual Security programs, though the net in- 
crease in long-term Government credits has been 
slowed as a result of repayments of earlier loans. 
Some countries, including France, Germany, and 
the United Kingdom, have accelerated repay- 
ments in the past two years; this has helped to 
reduce our balance-of-payments deficit, The U.S. 
Government receives some $300 million interest 
annually on its long-term foreign credits. 


A Program of Action 

The vast expenditures abroad by the U.S. Gov- 
ernment grew out of the circumstances of the 
past fifteen years. Now that the industrial nations 
of Western Europe are comfortably back on their 
feet, there is a growing realization that they 
should assume more of the burdens of common 
defense and economic aid to the less-developed 
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parts of the world. Although the Anderson- 
Dillon mission to Bonn last month did not lead 
to an agreement on the sharing of costs of main- 
taining U.S. military forces in Germany, German 
leaders have indicated willingness to step up 
greatly economic aid to developing nations. 

The United States has also found it necessary 
to reduce some of its foreign expenditures direct- 
ly. Under the President’s directives announced 
on November 16, U.S. cash military outlays in 
Germany and other countries will be curtailed 
by scaling down the number of dependents 
abroad of military and civilian personnel. Furth- 
ermore, procurement abroad for military serv- 
ices will be reduced. Finally, our military and 
economic aid will, in most cases, be used for 
purchases here. This practice of tying our aid 
—initiated in a limited fashion just a year ago 
—runs against the grain of multilateralism ad- 
vocated by the United States over the past quar- 
ter century. But under present-day circumstances, 
it is a regrettable necessity. 

Moreover, in reccgnition of the liberality of 
our import policy, barriers to trade in industrial 
nations abroad should be relaxed further. As the 
President noted in his directive to the Secretary 
of State, “particular attention shall be directed to 
maximizing tariff concessions by foreign countries 
under current tariff negotiations and assuring that 
these concessions, as well as previous concessions 
granted to the United States, are made fully ef- 
fective to the benefit of American exports.” 

The reduction in the cash drain in our pay- 
ments can, the President hopes, be effected in 
ways that “will not diminish our military 
strength, will not impair our international eco- 
nomic programs and will enable us to continue 
to pursue our objectives of a higher level of 
world trade and the free flow of funds connected 
therewith.” 

These and other measures will undoubtedly 
help. At the same time, however, it is as essen- 
tial as before to strengthen our ability to supply 
goods and services at competitive prices and to 
preserve a feeling of complete confidence in the 
dollar by bankers, finance ministers, and inves- 
tors abroad as well as among our own people. 


The Fringe om Top — Overseas 





Last January this Letter discussed the mush- 
room growth of fringe benefits in the United 
States. It may seem a tribute to American in- 
genuity that we have devised such a wide variety 
of nonwage compensations. While some of these 
—such as employe discounts on merchandise, 
financial helps to superannuated personnel, and 


Christmas bonuses — have a long history behind 


them, it is only within the past 25 years that 
fringes have become major elements of expense 
to employers generally. As fringe benefits have 
mounted to a point where they commonly add 
20 or 30 per cent to the wage bill, concern has 
been voiced that fringe costs represent a further 
factor handicapping American industries in com- 
petition with foreigs manufacturers. 

It may therefore come as a surprise that simi- 
lar developments are causing concern abroad. 
Many countries overseas had a considerable 
head start in adopting wage supplements in lieu 
of cash. They have created an even greater 
diversity of nonwage benefits, which, as U.S. 
firms setting up branches abroad have discov- 
ered, can often run total employment costs far 
above the expense of basic wages. In many cases, 
firms contemplating overseas expansion have had 
to make special] studies of benefits before they 
could calculate and compare true labor costs. 

The following table shows fringe benefits as a 
percentage of hou:ly wage rates in a number of 
countries, as reported in a comparative survey 
recently published by the French National In- 
stitute of Statistics and Economic Studies. Such 
figures, however, should be used with caution. 
There is no settled definition of fringe benefits — 
or “social charges” as they are called in Europe 
—and statistical practices differ from country to 
country. Csnnaclly speaking, however, they in- 
clude employment costs other than ordinary 
money wages, such as social security contribu- 
tions, paid holidays, vacations, sick leave, pri- 
vate pensions, and similar items. It should be 
noted that these employment cost figures do not 
reflect actual unit labor costs which, of course, 
depend largely on developed skills and pro- 
ductivity. Nor do they measure the workers’ 
real benefits or welfare, which vary according 
to local living conditions and costs. 

Among these nine countries the employer’s 
bill for fringe benefits runs highest in Italy, where 





Hourly Wages and Fringe Benefits in Manufacturing 
Industries, April 1959 


(In U.S. Dollars*) 


Fringes As 
Hourly Frinre Tctal Cost Per Cent of 
Wages Benefits PerHour Hourly Wages 


Italy 

Netherlands 

France p 
West Germany . . 
Belgium 

Switzerland 6 
United Kingdom. . 
Sweden 94 
United States .... 2.22 


*Converted at official exchange rates, 
f¢Excludes 7.8 cents in paid lunch and rest periods, travel and 
make-ready time, which are not considered social charges in 
other countries. 
Sources: French National Institute of Statistics and Economie 
Studies; United States recalculated to include 1959 survey data 
of the U.S. Chamber of Commerce, 
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they add on the average nearly 75 per cent to 
wage costs. Employers there have seen welfare 
schemes piled on, layer after layer, for which 
they must pay in employment taxes. Employers 
in France are contributing more than 50 per cent 
in social charges beyond regular hourly wages, 
while German firms are paying an average of 
about 44 per cent in fringe benefits. Costs of 
fringes vary not only from country to country 
but from one industry to another. In the Italian 
chemical industry they have climbed to a point 
where they are now shines as large as the regu- 
lar wage. By way of comparison, fringe costs in 
the U.S. chemical industry average 25 per cent 
of wages, according to a U.S. Chamber of Com- 
merce survey published this year. 

Across the border in Canada, fringe costs are 
also climbing and now average about 16 per cent 
of payroll according to a private survey. In Latin 
America, supplementary benefits are also an im- 
portant part of employment costs, although, as 
in many other parts of the world, they are diffi- 
cult to measure. For example, the effect of pro- 
visions for high rates of severance pay cannot 
be readily calculated in dollars and cents. 


Paying for Social Security 

Compulsory contributions to government 
social security programs form the hard core of 
fringe costs abroad. Germany was the first to 
adopt social insurance when Bismarck started 
an accident and sickness insurance scheme in 
1883-84. Today, social security programs cover- 
ing these fields, as well as old age, disability, and 


family allowances, are common in Europe. 


What makes the big difference in fringe costs 
to employers, however, is where the main 
burden of social security financing is placed. In 
Italy and France, where social charges are rela- 
tively high, most of the social insurance bill is 
paid by employers through payroll taxes. In the 
United Kingdom, which also has an extensive 
cradle-to-grave welfare system, the employer's 
payroll tax amounts to only 3.3 per cent of the 





worker's wage; contributions from workers and 
the self-employed, together with general tax 
revenues, pay most of the bill. 

Swedish employers, who previously paid only 
1.1 per cent of wages for social insurance, had an 
additional 1.9 per cent tacked on in 1960 with 
the adoption of a new retirement scheme to sup- 
plement the existing pension system. In Den- 
mark, business firms contribute nothing directly 
in support of their old-age pension schemes, but 
in Norway the employer's share is fixed at 60 per 
cent of a worker's contribution. A similar con- 
trast is found in Australia and New Zealand. 
Though both countries have had welfare-minded 
governments, the costs of social insurance are 
shared differently. Business firms in New Zea- 
land must pay 7% per cent of their net income 
for social security; Australia’s welfare scheme is 
paid for entirely out of general tax revenues. 

One type of benefit not found in the United 
States — family allowances — weighs especially 
heavily on employers in a number of countries 
overseas, particularly France and Italy. France’s 
system of maternity and family allowances re- 
quires business firms to pay as much as 14% 
per cent of payroll into a government fund. 
These allowances are paid out as wage supple- 
ments so that a worker with two children, for 
example, gets 22 per cent more than his basic 
wage, a worker with three children 55 per cent 
more. In Italy, the employer's contribution to 
the family allowance system may run as high 
as 83 per cent of the worker’s wage. Family 
allowances in the United Kingdom, on the other 
hand, are paid for out of general tax revenues 
and business firms are spared from making direct 
contributions. 

Higher and Higher 

Though social security costs are the basic 
fringe items paid for by employers in most in- 
dustrial countries, many business firms offer ad- 
ditional benefits of various kinds. Some of these 
benefits are a matter of custom and often smack 
of paternalism. Others were added after the 





_ Costs of Fringe Benefits in Manufacturing Industries 
Eight European Countries and the United States, April 1959 
(Per Cent of Hourly Wages) 


West Unite 
France Germany Belgiumi Netherlands States Switzerland Sweden 
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Legally Required Social Insurance... 


Private Pensions, Insurance, etc.. 
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Family Allowances. 
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war when union demands for welfare measures 
were especially strong. More recently, prosperity 
abroad caused many employers to offer extra 
benefits to attract and hold top-grade workmen. 


European employers have seen their fringe 
costs mounting steadily beyond the expense of 
government-sponsored social welfare measures. 
Extra benefits provided by business firms often 
include housing subsidies, health and recreation 
schemes, training grants, disability pay, free or 
subsidized meals, and special bonuses. In Italy, 
Christmas bonuses are usually fixed at the equiv- 
alent of 200 hours of regular pay: Collective 
agreements in some Belgian industries provide 
for profit sharing by the workers. 

In Japan, fringe benefits other than social 
security are largely the outgrowth of traditional 
paternalistic practices. A worker is typically re- 
garded as joining a company for life and usually 
stays on the payroll in good times and bad. This 
in itself constitutes a fringe benefit incalculable 
in money terms. Wages are based on the worker's 
age, education, length of service, and size of 
family. Because of chaotic living conditions and 
inflation after the war, twice-yearly bonuses and 
food and housing subsidies became firmly em- 
bedded in the wage system as a way of providing 
for a minimum standard of living. 

In many other countries, paternalistic meas- 
ures once regarded as odious by labor leaders 
have survived to be counted as fringe benefits 
today. Free or subsidized housing is often pro- 
vided by. employers in such countries as France, 
Germany, and Austria, according to a study pub- 
lished last year by the International Labor 
Office. Workers in Turkey commonly receive 
part of their pay in the form of food. Free coal 
for miners is a traditional kind of gee bene- 
fit still given in most countries, including the 
nationalized mines of the United Kingdom. 

Payment for time not worked is another com- 
mon type of fringe benefit, but one that is hard 
to measure. Legal holidays, paid vacations, sick 
leave, coffee or tea breaks, wash-up time, and 
similar periods of paid leisure vary considerably 
from country to country. In the Common Market 
countries, payment for days not worked ranges 
from 7 per cent of gross wages in Germany to 
14 per cent in Italy, according to the magazine 
Euromarket. A large number of public holidays 
gives Italian workers more paid leisure than is 
enjoyed by most other Continental workers. 


Prosperity and the shortage of skilled workers 
are encouraging many business firms in Europe to 
offer more extra benefits as they bid for qualified 
help. The competition in fringes is especially 
strong in Germany and France where labor 


markets are tight. But even in Japan, where 
labor is abundant, a shortage of engineers and 
scientists has caused some firms to offer study 
trips abroad and other advantages. in Germany, 
the fringe package eurrently offered by some 
employers includes generous pensions, profit- 
sharing plans, and plant-sponsored family trips. 


In France, however, private employers must 
compete against the generous fringe benefits 
given by state enterprises which employ about 
one out of every five industrial workers in that 
country. And these benefits are already hard to 
beat. In his book, The French Economy and the 
State,* Warren C. Baum lists the following bene- 
fits given workers of the state-owned electric 
power company, Electricité de France: 


. one month’s paid vacation each year; two 
months’ wages in case of marriage; full wages while 
on military service for fathers and 20 per cent of 
wages for bachelors; up to three years of full wages 
in case of illness; and one month’s wages for the 
first child, one and one-half months’ for the second 
and third, and two months’ for the fourth. The 
age of retirement was set at 55 years for active 
workers and 60 years for sedentary workers, with 
the result that pension payments are among the 
highest in France. . . . Employes . . . also receive 
special benefits in the form of electricity, gas, coke, 
and coal provided free or at reduced rates. A fund 
for social activities of the employes has been estab- 
lished, and is generously endowed by a 1 per cent 
levy on gross sales. 


It mae be true as a generalization, applicable 


the world over, that career employes of govern- 
ment — sometimes relatively underpaid in the 
salary envelope — tend to enjoy the most gener- 
ous fringe benefits. 


A second generalization is that, among indus- 
trialized countries, fringes are apt to be larger 
where wages are lower. Thus the differentials 
that appear in international comparisons of 
wages are likely to be moderated when fringe 
costs are added on. 


It is always to be borne. in mind that what 
any employer anywhere needs most to know is 
how much it costs to get a given job done in 
conformance to quality specifications and within 
a tolerable outa of time. American wages are 
the highest in the world, and so are total employ- 
ment costs, though here the differential tends to 
narrow because fringe costs are often relatively 
greater abroad. The only way we can justify and 
earn these differentials, and keep ahead in the 
procession of progress, is to work hard to save 
labor; organize, train, and use manpower more 
efficiently; and enlarge the flow of capital funds 
to pay for new plants to build new products. 


*Princeton University Press, 1958. 
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